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TIMBER BONDS AS INVESTMENTS FOR INSURANCE 

COMPANIES 



By William K. Hoagland, 
Of Allerton, Green & King, Chicago. 



Selecting suitable investments for the funds of insurance com- 
panies is one of the serious problems of to-day. The ever increasing 
assets which now amount to hundreds of millions of dollars present 
an undertaking for the officials of these companies which is of the 
utmost importance. Because of the enormous amount of the assets, 
investment departments have been created to investigate and pur- 
chase conservative loans. 

Looking back into the history of some of the oldest companies 
we find from analyzing their reports (state insurance departments 
not yet created) that over fifty per cent of the invested assets were 
in loans on real estate. In 1860, taking as a basis several of the 
largest companies, the investments in mortgage loans amounted 
to about sixty per cent of the total assets, while the total amount 
invested in all classes of corporation bonds amounted to less than 
one per cent. It must be remembered that securities issued by 
corporations were scarce at that time and, consequently, mortgages 
were the only form of investment yielding an income sufficient to 
attract insurance capital, but it must also be remembered that the 
amount of capital to be invested was much smaller than at the pres- 
ent time. The companies maintained about this same proportion for 
the following fifteen years except for a short time during the Civil 
War when the bonds of the United States offered very attractive 
returns due to the high premium for gold. Following the reports 
through the decades, real estate loans have steadily decreased in 
comparison with the increase in assets until at the present time there 
is less than twenty-five per cent of the invested assets in this class 
of securities. 

The reason for the sharp decline in mortgage loans is not hard 
to explain. Mortgages run for short periods of time, and with the 
great amount of capital which the companies now control, it would 
prove a huge task for the investment department to look after so 
large a proportion as was the case when the assets were of much 
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smaller amounts. Then, too, real estate loans require careful exam- 
ination. Fire insurance must be kept up to the loan value, titles 
must be examined by attorneys, and foreclosures are frequent and 
at times costly. In the years 1874 to 1877 real estate values in New 
York City suffered a decline which compelled the New York com- 
panies, who were restricted to loans in that state, to foreclose on 
property that could not be sold for fifty per cent of its former value, 
the established loan rate at the time the companies made their 
investments. 

Students of the question regarding the investments of insurance 
companies generally concede that real estate loans are desirable 
securities, but have certain drawbacks which preclude the invest- 
ment department from becoming heavily interested; the most im- 
portant being as follows: 

1. Mortgage loans have short time to run. 

2. They are usually for small amounts. 

3. Titles must be examined, requiring time and expense. 

4. Insurance policies must be kept in force, also requiring time 

and expense. 

5. The important convertible feature is lacking. 

The companies had been gradually increasing their line of pub- 
lic securities and with the decline in mortgage loans their popularity 
assumed large proportions. In 1880 nearly twenty-five per cent 
of the assets were invested in these securities, which included govern- 
ment, state, county and city bonds. Then followed serious trouble. 
The counties and cities began to repudiate their debts; nearly one 
hundred cities in Illinois alone tried to avoid payment, and a similar 
position was taken by municipalities in other states. Since that 
time this class of bonds has attained an enviable reputation, with 
the result that the interest return is too small to attract large capital. 
The insurance companies now hold more municipal securities than 
ever before, but the amount is diminishing in relative proportion 
to total assets. 

In 1860 corporation bonds formed about one per cent of the total 
assets. This percentage has fast increased and at this time nearly 
forty per cent of the total assets are invested in these securities. 

Railroad bonds, which form the largest amount, were first 
considered as too great a risk to purchase. It remained for bankers 



72 The Annals of the American Academy 

and railroad officials to educate the public before confidence was 
strong in these bonds. It is needless to say that they are now re- 
garded as one of the safest forms of investment. But with this 
confidence comes heavy buying from the public and the result is a 
low interest return. The average yield on the best railroad securi- 
ties is from four per cent to four and one-quarter per cent. 

Bonds of electric, gas and water companies have sprung into 
being and have been purchased by the companies, but the total of 
these securities is less than five per cent of the assets. 

The above resume of investments of insurance companies brings 
out several points which have been uppermost in the minds of the 
officials whose duty it has been to invest the assets of their company. 
The most important of all, so vastly important that it overshadows 
all others, has been the ever constant effort for absolute safety of 
principal, combined with the greatest possible interest return. To 
purchase securities that were readily convertible has been another 
important feature. 

Fifteen years ago bonds secured by mortgage on timber lands 
were unknown in the world of finance as investment securities. The 
lumber industry had formerly been composed of small units. Por- 
table saw mills of small daily capacity operated small tracts of timber 
in a wasteful and expensive manner. Other industries had com- 
bined and were operated on a more economical basis. Just so the 
owners of mills found that larger plants must be erected to produce 
a good grade of lumber, and the larger the output the less the cost 
of operation. As a saw mill is of little value without a sufficient 
amount of the raw product, the next step was toward the accumula- 
tion of vast areas of standing merchantable timber. 

With this evolution in business methods a demand was created 
for new capital. The most logical way to secure this was through 
the bond houses. Great fortunes had been accumulated through 
the natural increase in value of timber lands, by a certain class of 
investors in the middle west. Timber bonds first met favor with 
these very persons who had seen their original investment double 
and triple in value. Then began an educational campaign by the 
bond houses that had taken up this line of work. How well this 
work has been done may be seen by a glance at the offerings from 
banks and bond houses. Whereas ten years ago few, if any, of the 
large banks, were holders of this class of securities, almost all of these 
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same institutions to-day are buyers in large amounts. Practically 
all of the banks in the City of Chicago, Illinois, and Detroit, Michi- 
gan, together with some of the largest and most reputable bond 
houses, are advertising timber bonds in their regularly issued cir- 
culars. 

But the purpose of this article is not to tell of the experiences of 
the pioneers in timber bonds, but to point out their merits and the 
reasons why they are suitable investments for insurance funds. 

In considering the purchase of investment securities, the most 
important point to be decided, is the value of the property securing 
the loan and whether or not it can be readily sold for a sufficient 
amount to meet the total outstanding issue. Timber lands have 
a market value just the same as have farm lands, and anyone can 
ascertain the value of any particular tract, just as easily as he can 
learn the value of farm lands in any given locality. Unlike most 
other securities there is no depreciation in timber lands, whereas 
in bonds of railroad, water, gas and electric light companies it is of 
vital interest. The United States government, through the for- 
estry service of the Department of Agriculture, has estimated the 
amount of standing timber in this country, and makes the statement 
that at the present rate of consumption it will be exhausted within 
twenty years. Instead of depreciation we, therefore, have an ever 
increasing value in the security back of the loan, not only through 
the economic principle of supply and demand, but by the natural 
growth of the trees. 

Where the timber is being cut and removed from the land the 
bonds mature serially. A sinking fund is also established, which 
provides for a deposit with the trustee of a certain amount for each 
thousand feet of timber, this sum to be used to pay off the then 
outstanding bonds. If the loan is at the rate of say one dollar and 
fifty cents per thousand feet, then the sinking fund usually calls for 
about double that amount, or three dollars per thousand feet, so 
that the holders of bonds last maturing have a constantly increasing 
equity. As a new form of investment, the bankers underwriting 
these bonds have demanded a large amount of security, with the 
result that the average loan is for one-third the value of the mort- 
gaged properties, and in some cases less than one-third. There is 
no other form of investment which has so great a proportion of 
security. 
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As additional security timber bonds generally bear the endorse- 
ment of the owners of the properties, and in many instances these 
individuals are worth more than the total issue. 

One of the objections advanced by investors to whom offerings 
of timber bonds have been submitted, is the fear of fire which might 
destroy the timber, thereby reducing the value of the mortgaged 
property. The question of "fire hazard" has been studied carefully 
by experts on this subject. In certain localities fires are practi- 
cally, if not altogether, unknown. Standing timber situated in the 
"fog belt" of the Pacific northwest, the redwoods of California, the 
pine and hardwoods of the southern states, are immune from any 
serious damage by fire. A "wildcat" mining scheme would receive 
as much consideration from a reputable banking house as would 
a bond issue secured by timber located in the fire region. All of 
the insurable property, such as mills and equipment, are covered 
by insurance policies and deposited with the trustee. 

If the company is a going concern, its past record of earnings 
should be carefully examined. The financial standing of the owners, 
the experience and ability of the management, are all matters of 
importance that should be investigated. 

That this type of loan has a ready market needs qualification. 
The issues are generally in too small amounts to be listed on the ex- 
changes; therefore, the buyer must look to the banking house from 
whom he bought. Its attitude in regard to repurchasing its securi- 
ties should be given careful consideration. Good banking houses 
understand that their success lies in the confidence which is bestowed 
upon them by their clients, and are always willing to buy back such 
bonds as are offered, at a slight discount. 

In summing up the question of investments for insurance com- 
panies, we have seen that real estate loans are desirable from the 
standpoint of safety and income, but are in amounts too small to 
attract large capital, have a short time to run, time and expense 
are required in the examination of titles, insurance must be kept 
in force, and the convertible feature is lacking. We have also seen 
that municipal bonds are safe, but like railroad and other public 
service corporation securities, they yield a low interest return, due 
to the fact that their merits have been long advertised to the public 
with a consequent large demand from that source. 

Timber bonds are in their very nature real estate loans, but 
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the objectionable features are eliminated. Good sized amounts 
may be had, approving legal opinions covering titles are furnished, 
insurance is looked after by the trustee, a fairly ready market, and 
an interest return of six per cent. 

It is not the intention of this article to contend that insurance 
companies should invest a large portion of their assets in timber 
bonds. What is contended for is that the investment departments 
should investigate the merits of this type of loan which is yet in its 
infancy. Other classes of investment securities, such as municipal, 
railroad and corporation bonds, when first introduced, bore high 
rates of interest, and just so sure will timber bonds be issued at 
lower rates when their merits are thoroughly understood by the 
investing public. 



